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Income-tax Department
Edited by Stephen G. Rusk
This month’s quota of treasury decisions contains some of exceptional
interest at this time, and we commend to special attention treasury de
cisions 3108 and 3109.
These two appertain to inventorying at the end of the year 1920. It will
be remembered that heretofore after a taxpayer had chosen his method of
inventorying, either at “cost” or “cost or market,” whichever was lower,
it was impossible for him to adopt another method without making an appeal
to the commissioner of internal revenue. Because of the great shrinkage
in values that took place during the latter part of 1920, and the consequent
shrinkage of profits, considerable pressure has been brought to bear upon
the government to modify its ruling with respect to inventorying. These
treasury decisions, undoubtedly, result from the consciousness of the gov
ernment officers that some relief must be given to taxpayers so that it
will be possible for them to inventory in such a manner that the losses that
actually have taken place can be reflected in the income-tax return.
Many taxpayers who adopted “cost” as their basis of inventorying would
have been seriously embarrassed if they had been obliged to continue in
ventorying at “cost” when their cost was so much in excess of the amount
that they could hope to obtain for the material they had on hand at the end
of 1920.
Treasury decision 3107 deals at great length with depletion of mines, oil
and gas wells, and through this decision articles 201 to 224 of regulations
No. 45 have been amended. The so-called amendments are, in reality, an
entire revision of the language of the said articles. The regulation relative
to depletion has been clarified by these treasury decisions in a most able and
comprehensive manner. A careful comparison of the several articles will
strongly impress one with the thought that has been put into this treasury
decision. There are few who doubt that the excess-profits feature of the
income-tax law will be repealed, as it probably will be found inadequate for
the purpose it was intended to serve, namely, that of producing revenue.
Even if it were adequate, the chances are that it would be repealed because
of the heavy burden it places upon business. On its negative side, however,
the excess-profits tax law has been of great value, in that it has caused to
be disseminated certain accounting rules and principles that would have
taken accountants years to promulgate to the same extent. Among the more
important ones the writer would place the rules for computing depletion
of natural deposits and the rule for distinguishing between cash dividends
and stock dividends.
Other treasury decisions contained in this issue of The Journal of
Accountancy have a more limited interest than the three above mentioned,
but are worthy of a careful reading.
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(T. D. 3102, December 24, 1920)
Income tax—Revenue act of 1918—Decision of court

United States Citizens Resident in Philippine Islands—Liability
Tax

to

A citizen of the United States who resided in the Philippine Islands
during the entire year 1918 is subject to the tax imposed by the revenue
act of 1918.
The appended decision of the district court of the United States for the
northern district of California, southern division, in the case of W. H.
Lawrence v. Julius S. Wardell, collector, rendered November 16, 1920, is
published for the information of internal revenue officers and others con
cerned.

Southern Division of the United States District Court
Northern District of California, Second Division

for the

W. H. Lawrence, plaintiff v. Julius S. Wardell, collector of internal revenue
for the first district of California, defendant
Rudkin, district judge. The sole question presented by the demurrer in
this case is this: Is a citizen of the United States who resided in the
Philippine Islands during the entire year 1918 subject to the tax imposed by
the revenue act of that year ?
Section 1 of the act of 1916 imposed a tax upon the entire net income
received by every individual “a citizen or resident of the United States” and
upon the entire net income received by every individual “a non-resident
alien” from all sources within the United States. This act was amended in
1917, but the amendment is not deemed material to our present inquiry.
Section 210 of the act of 1918 imposed upon the net income of every in
dividual a normal tax in lieu of the taxes imposed by the acts of 1916 and
1917.
From those provisions it will be seen that the tax is imposed on citizens
of the United States regardless of their place of residence, or residents of
the United States regardless of their citizenship, and upon the income of
non-resident aliens from sources within the United States. Nothing is found
in any other provision of the act in conflict with this view. Thus section
260 of the act of 1918 refers to individuals who are citizens of any posses
sion of the United States, but not otherwise citizens of the United States,
and the following section provides that returns shall be made by individuals
who are citizens or residents of Porto Rico and the Philippine Islands or
derive income from sources therein, but makes no reference to citizens of
the United States residing in the islands. For these reasons I am of the
opinion that the tax was properly imposed and the demurrer is therefore
sustained.
(T. D. 3105, December 27, 1920)
Income tax
Contributions to Red Cross and other recognized war organizations deducted
in returns for the year 1918
In order to obviate the necessity of filing amended returns for the year
1918 by corporations which filed their completed returns prior to the publi
cation of the opinion of the attorney general and claimed deductions on
account of contributions to the Red Cross and other recognized war or
ganizations, corporations which filed their returns and claimed such deduc
tions prior to the issuance of treasury decision 2847, should file immediately
with the collector of internal revenue a statement showing the amount of
such deductions claimed, the amount of the net income as reported and as
corrected, and the amount of additional tax due by reason of the erroneous
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claiming of the deduction. The total amount of additional tax shown to
be due by such statement should be paid at once, together with interest on
each instalment from the original due date.
In cases where this procedure is followed amended returns will not be
required, and the statements referred to when received by this office, through
the collector’s office, will be filed with the original returns in lieu of
amended returns.
Failure to file a statement and make payment of the additional tax by
a corporation will subject it to the 5 per cent penalty with interest for
negligence when its return is audited and the deduction on account of
contributions is disallowed.
(T. D. 3107, December 29, 1920)
Income tax
Deductions allowed—Depletion—Articles 201, 202, 203, 204, 205, 206, 207,
208, 210, 215, 216, 217, 219, 222 and 224, regulations No. 45, amended
Articles 201, 202, 203, 204, 205, 206, 207, 208, 210, 215, 216, 217, 219, 222
and 224 of regulations No. 45 are hereby amended to read as follows:
Art. 201. Depletion of mines oil and gas wells; depreciation of improve
ments.—Sections 214 (a) (10) and 234 (a)(9) provide that taxpayers shall
be allowed as a deduction in computing net income in the case of natural
deposits, a reasonable allowance for depletion of mineral and for deprecia
tion of improvements. The provisions of the statute and these articles do
not apply to or affect the regulations covering invested capital, losses,
accounting methods, etc.
The essence of these provisions of the statute is that the owner of mineral
deposits, whether freehold or leasehold, shall within the limitations pre
scribed, secure through an aggregate of annual depletion and depreciation
deductions the return of either (a) his capital invested in the property, or
(b) the value of his property on the basic date, plus subsequent allowable
capital additions (see art. 222), but not including land values for purposes
other than the extraction of minerals.
Operating owners, lessors and lessees, whether corporations or indi
viduals, are entitled to deduct an allowance for depletion and depreciation,
but a stockholder in a mining or oil or gas corporation is not allowed such
deductions (see further arts. 839 and 844).
When used in these sections of the regulations covering depletion and
depreciation—
(a) The term “basic date’’ indicates the date of valuation, i. e., March
1,1913, in the case of property acquired prior thereto, the date of acquisition
in the case of property acquired on or after March 1, 1913, or the date of
discovery or within 30 days thereafter in the case of discovery.
(b) The “fair market value” of a property is that amount which would
induce a willing seller to sell and a willing buyer to purchase. Where there
has been no sale and the fair market value at the basic date is to be used,
such value will be determined by the method which a prospective vendor
and vendee in the industry would use in arriving at the sale Value of the
property at the basic date.
(c) A “mineral property” or “property” is the oil or gas well, including
the mineral, plant, development, and surface value of the land. The value
of a mineral property is the combined value of its component parts.
(d) A “mineral deposit” refers to “minerals only,” such as the “ores
only” in the case of a mine, to the “oil only” in the case of an oil well, and
to the “gas only” in the case of a gas well. The value of a mineral deposit
is its cost; or it is the value of the mineral property, less the value of the
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plant, equipment, and surface of the land for purposes other than mineral
production.
(e) “Minerals” comprise ores of the metals, coal, oil, gas and such nonmetallic substances as abrasives, asbestos, asphaltum, barytes, borax, build
ing stone, cement rock, clay, crushed stone, feldspar, fluorspar, fullers earth,
graphite, gypsum, limestone, magnesite, marl, mica, mineral pigments, peat,
potash, precious stones, refractories, rock phosphate, salt, sand and gravel,
silica, slate, soapstone, soda, sulphur, and talc.
(f) “Operating profit” is the net income from mineral production
before depletion and depreciation are deducted. It is distinct from net
income.
Art. 202. Capital recoverable through depletion deduction in the case of
an operating owner.—In the case of an operating owner in fee, the capital
remaining in any year recoverable through depletion and depreciation de
ductions is (a) the cost or value of the property at the basic date plus (b)
subsequent allowable capital additions and minus (c) depletion and de
preciation sustained, whether legally allowable or not, from the basic date
to the taxable year, and minus (d) the value of the land at the basic date
for other purposes than mineral production. The capital recoverable
through depletion is the total capital remaining less the sum recoverable
through depreciation.
Art. 203. Capital recoverable through depletion deductions in the case
of lessee.—(a) In the case of a lessee, the capital remaining in any year
recoverable through depletion and depreciation deductions is (1) the value
as of the basic date of the lessee’s equity in the property plus (2) subsequent
allowable capital additions but minus (3) depletion and depreciation sus
tained, whether legally allowable or not, from the basic date to the taxable
year. The capital recoverable through depletion is the total capital remain
ing less the sum recoverable through depreciation.
(b) The value of the equities of lessor and lessee shall be computed
separately, but, when determined as of the same basic date, shall together
never exceed the value at that date of the property in fee simple.
(c) The value of a lessee’s equity, if acquired prior to March 1, 1913,
is the value of his interest in the mineral as of that date.
(d) The value of a lessee’s equity in a proven mineral acquired after
March 1, 1913, is its cost.
(e) The value of a lessee’s equity in a discovery on or after March 1,
1913, is the fair market value at date of discovery or within 30 days there
after, of his equity in the mineral discovered.
Art. 204. Capital recoverable through depletion in case of lessor.— (a)
In the case of a lessor, the capital remaining in any year recoverable through
depletion and depreciation deductions is (1) the value of his equity in the
property at the basic date minus (2) depletion and depreciation sustained,
whether legally allowable or not, from the basic date to the taxable year,
plus (3) subsequent allowable capital additions, and minus (4) the value
of the land at the basic date for other purposes than mineral production.
The capital recoverable through depletion is the total capital remaining less
the sum recoverable through depreciation.
(b) The value of the equities of lessor and lessee shall be computed
separately, but, when determined as of the same basic date, shall together
never exceed the value at that date of the property in fee simple.
(c) The value of the lessor’s equity in the case of a mineral property
not under lease on March 1, 1913, but subsequently leased, is the en bloc
value of the mineral in the ground on March 1, 1913, and will, in the absence
of satisfactory evidence to the contrary, be presumed not to exceed the
value as of March 1, 1913, of the royalties to be expected under the lease.
(d) The value of a lessor’s equity in a mineral property under lease
March 1, 1913, for the entire operating life of the mineral deposits is
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value as of March 1, 1913, of the royalties and other payments to be ex
pected under the terms of the lease in effect on that date.
(e) The value of a lessor’s equity in a mineral property under lease
for a portion of its operating life is the value as of March 1, 1913, of the
royalties expected from the mineral to be extracted during the life of the
existing lease plus the estimated en bloc value of the mineral remaining
at its expiration, which, in the absence of satisfactory evidence to the con
trary, will be presumed not to exceed the value as of March 1, 1913, of
royalties which could have been expected as at that date from the remaining
mineral.
(f) The value of a lessor’s equity in a mineral property when acquired
after March 1, 1913, is its cost.
(g) The value of a lessor’s equity in a discovery on or after March 1,
1913, is the fair market value at the date of discovery, or within thirty
days thereafter, of his equity in the mineral discovered.
Art. 205. Determination of cost of deposits.—In any case in which a
depletion or depreciation deduction is computed on the basis of the cost or
price at which any mine, mineral deposit, mineral right or leasehold was
acquired, the owner or lessee will be required to show that the cost or price
at which the property was bought was fixed for the purpose of a bona fide
purchase and sale, by which the property passed to an owner in fact as well
as in firm other than the vendor. No fictitious or inflated cost or price will
be permitted to form the basis of any calculation of a depletion or deprecia
tion deduction, and in determining whether or not the price or cost at which
any purchase or sale was made represented the actual market value of the
property sold, due weight will be given to the relationship or connection
existing between the person selling the property and the buyer thereof.
Art. 206. Determination of fair market value of mineral property.—(a)
Where the fair market value of the property at a specified date in lieu of
the cost thereof is the basis for depletion and depreciation deductions, such
value must be determined, subject to approval or revision by the commis
sioner, by the owner of the property in the light of the conditions and cir
cumstances known at that date, regardless of later discoveries or develop
ments in the property or subsequent improvements in methods of extraction
and treatment of the mineral product. The value sought should be that
established assuming a transfer between a willing seller and a willing
buyer as of that particular date. The commissioner will lend due weight
and consideration to any and all factors and evidence having a bearing on
the market value, such as cost, actual sales and transfers of similar prop
erties, market value of stock or shares, royalties and rentals, value fixed by
the owner for purpose of the capital stock tax, valuation for local or state
taxation, partnership accountings, records of litigation in which the value
of the property was in question, the amount at which the property may have
been inventoried in probate court, disinterested appraisals by approved
methods such as the present value method and other factors.
(b) To determine the fair market value of a mineral property by the
present value method, the essential factors must be determined for each
deposit included in the property. The factors are (1) the total quantity
of mineral in terms of the principal or customary unit (or units) paid for
in the product marketed; (2) the average quality or grade of the mineral
reserves; (3) the expected percentage of extraction or recovery in each
process or operation necessary for the preparation of the crude mineral for
market; (4) the probable operating life of the deposit in years; (5) the
unit operating cost, i. e., cost of production exclusive of depreciation and
depletion; (6) expected average selling price per unit during the operating
life, and (7) the rate of profit commensurate with the risk for the par
ticular deposit. When the deposit has been sufficiently developed these
factors may be determined from past operating experience. In the applica
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tion of factors derived from past experience full allowance should be
made for probable future variations in the rate of exhaustion, quality or
grade of the mineral, percentage of recovery, costs of production and selling
price of the product marketed during the expected operating life of the
mineral deposit.
(c) Mineral deposits for which these factors may not be determined
with reasonable accuracy from past operating experience may, with the
approval of the commissioner, be valued in a similar manner; but the factors
must be deduced from concurrent evidence such as the general type of the
deposit, the characteristics of the district in which it occurs, the habit of
the mineral deposits in the property itself, the intensity of mineralization,
the rate at which additional mineral has been disclosed by exploitation, the
stage of the operating life of the property, and other evidence tending to
establish a reasonable estimate of the required factors.
(d) Mineral deposits of different grades, locations and probable dates
of extraction in a mineral property shall be valued separately. The mineral
content of a deposit should be determined in accordance with article 208
in the case of mines, with article 20g in the case of oil wells, and with articles
211 and 212 in the case of gas wells. In estimating the average grade of the
developed and prospective mineral, account should be taken of probable
increases or decreases as indicated by the operating history. The rate of
exhaustion of a mineral deposit should be determined with due regard to
the limitations imposed by plant capacity, by the character of the deposit,
by the ability to market the mineral product, by labor conditions, and by
the operating programme in force or definitely adopted at the basic date
for future operations. The operating life of a mineral deposit is that
number of years necessary for the exhaustion of both the developed and
prospective mineral content at the rate determined as above. The operating
cost comprises all current expense of producing, preparing and marketing
the mineral product sold, exclusive of federal income, war profits and excess
profits taxes, allowable capital additions as defined in article 222, and de
ductions for depreciation and depletion, but including cost of repairs and
replacements necessary to maintain the plant and equipment at its rated
capacity and efficiency. This cost of repairs and replacements is not to be
confused with the depreciation deduction by which the cost or value of plant
and equipment is returned to the taxpayer free from tax.
In general, no estimate of these factors will be approved by the com
missioner which are not supported by the operating experience of the
property or which are derived from different and arbitrarily selected periods.
(e) The product of the number of units of mineral recoverable in
marketable form by the difference between the selling price and the operat
ing cost per unit is the total expected operating profit. The value of each
mineral deposit is then the total expected operating profit from that deposit
reduced to a present value as of the basic date at the rate of interest com
mensurate with the risk for the operating life, and further reduced by the
value at the basic date of the depreciable assets and of the capital additions,
if any, necessary to realize the profits.
Art. 207. Revaluation of mineral deposits not allowed.—No revaluation
of a property whose value as of the basic date has been determined and
approved will be allowed during the continuance of the ownership under
which the value was so determined and approved except in the case of
discovery as defined in articles 219 and 220. The value as of the basic
date may, however, be corrected when a virtual change of ownership of
part of the property results as the outcome of litigation, and may be re
distributed (a) when a revision of the number of units of mineral in the
property has been made in accordance with articles 208, 209, or 211, and
(b) in case of the sale of a part of the property, between the part sold and
part retained.
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Art. 208. Determination of mineral contents of mine.—Every taxpayer
claiming a deduction for depletion for a given year will be required to
estimate or determine with respect to each separate property the total units
(tons, pounds, ounces, or other measure) of mineral products reasonably
known or on good evidence believed to have existed in the ground on the
basic date, according to the method current in the industry and in the light
of the most accurate and reliable information obtainable. Preference shall
be given in the selection of a unit of estimate to the principal unit (or units)
paid for in the product marketed. The estimate of the recoverable units of
the mineral products in the property for the purposes of valuation and
depletion shall include as to both quantity and grade (a) the ores and
minerals “in sight,” “blocked out,” “developed,” or “assured” in the usual
or conventional meaning of these terms in respect to the type of the deposit,
and (b) “probable” or “prospective” ores and minerals (in the correspond
ing sense) ; that is, ores and minerals that are believed to exist on the basis
of good evidence, although not actually known to occur on the basis of
existing development; but “probable” or “prospective” ores and minerals
may be computed, for purposes of this valuation, (c) as to quantity, only
in case they are extensions of known deposits or are new bodies or masses
whose existence is indicated by geological or other evidence to a high degree
of probability, and (d) as to grade, of such richness only as accords with
the best indications available.
Art. 210. Computation of deduction for depletion of mineral deposits.—
(a) Depletion attaches to the annual production “according to the peculiar
conditions of each case” and when the depletion actually sustained, whether
legally allowable or not, from the basic date, equals the cost or value on
the basic date plus subsequent allowable capital additions, no further deduc
tion for depletion will be allowed except in consequence of added value
arising through discovery or purchase (see arts. 202, 203, 204 and 222).
(b) When the Value of the property at the basic date has been de
termined, depletion for the taxable year shall be determined by dividing
the value remaining for depletion by the number of units of mineral to
which this value is applicable, and by multiplying the unit value for de
pletion, so determined, by the number of units sold within the taxable year.
In the selection of a unit for depletion preference shall be given to the
principal or customary unit or units paid for in the product sold.
Art. 215. Depletion: Adjustments of accounts based on bonus or ad
vanced royalty.—(a) Where a lessor receives a bonus or other sum in
addition to royalties, such bonus or other sum shall be regarded as a return
of capital to the lessor, but only to the extent of the capital remaining to be
recovered through depletion by the lessor at the date of lease. If the bonus
exceeds the capital remaining to be recovered, the excess and all the royalties
thereafter received will be income and not depletable. If the bonus is less
than the capital remaining to be recovered by the lessor through depletion,
the difference may be recovered through depletion deductions based on the
royalties thereafter received. The bonus or other sum paid by the lessee
for a lease made on or after March 1, 1913, will be his value for depletion
as of date of acquisition.
(b) Where the owner has leased a mineral property for a term of years
with a requirement in the lease that the lessee shall extract and pay for,
annually, a specified number of tons, or other agreed units of measurement,
of such mineral, or shall pay annually a specified sum of money which shall
be applied in payment of the purchase price or royalty per unit of such
mineral whenever the same shall thereafter be extracted and removed from
the leased premises, the value in the ground to the lessor, for purposes of
depletion, of the number of units so paid for in advance of extraction will
constitute an allowable deduction from the gross income of the year in
which such payment or payments shall be made; but no deduction for
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depletion by the lessor shall be claimed or allowed in any subsequent year
on account of the extraction or removal in such year of any mineral so paid
for in advance and for which deduction has once been made.
(c) If, for any reason, any such mineral lease shall be terminated or
abandoned before the mineral which has been paid for in advance has been
extracted and removed, and the lessor repossesses the leased property, the
lessor shall adjust his capital accounts by restoring to the capital sum of the
property the depletion deductions made in prior years on account of royalties
on mineral paid for but not removed, and his income account shall be
adjusted so as to include the amount so restored to capital sum as income
of the year such lease is terminated or the property repossessed, and the tax
thereon paid.
(d) Upon the expiration, termination, or abandonment of a lease, with
out the removal of any or all of the mineral contemplated by the lease, the
lessor shall be required to restore to capital account so much of the bonus
received and deducted from capital recoverable through depletion as is in
excess of the actual depletion or loss in value sustained as a result of the
operations under the lease and the corresponding amount will be income
for the year in which the lease expires, terminates, or is abandoned.
Art. 216. Depletion and depreciation accounts on books.—Every tax
payer claiming and making a deduction for depletion and depreciation of
mineral property shall keep accurate ledger accounts in which shall be
charged the fair market value as of March I, 1913, or within 30 days after
the date of discovery, or the cost, as the case may be, (a) of the mineral
deposit, and (b) of the plant and equipment, together with subsequent
allowable capital additions to each account. These accounts shall thereafter
be credited annually with the amounts, whether legally allowable or not,
of the depreciation and depletion sustained; or the amounts of the de
preciation and depletion sustained shall be credited to depletion and deprecia
tion reserve accounts, to the end that when the sum of the credits for de
pletion and depreciation equals the value or cost of the property, plus sub
sequent allowable capital additions, no further deduction for depletion
and depreciation with respect to the property shall be allowed.
Art. 217. Statement to be attached to return when depletion or deprecia
tion of mineral property is claimed.— (a) To the return of every taxpayer
claiming a deduction for depletion or depreciation there shall be attached a
statement setting forth with respect to each mineral property: (1) whether
taxpayer is a fee owner, lessor or lessee; (2) the date of acquisition and if
under lease, its exact terms and date of expiration; (3) the cost of the
property, stating the amount paid to each vendor with his name and address;
(4) the basic date at which the property is valued; (5) the value of the
property on the basic date, with a statement of the precise method by which
it was determined; (6) the value of the surface of the land for purposes
other than mineral production; (7) the estimated number of units of mineral
at the basic date with an explanation of the method used in the estimation,
and an average analysis which will indicate the quality of the mineral
values; (8) the number of units sold during the year for which the return is
made; (9) the gross and net income derived from the sale of mineral; (10)
the amounts deducted for depletion; (11) the amounts sustained on account
of depletion, or on account of depreciation, stated separately from the basic
date to the taxable year, and (12) any other data which will be helpful in
determining the reasonableness of the deductions claimed in the return.
(b) To the return of every taxpayer claiming a deduction for depletion
in respect of (1) property in which he owns a fractional interest only, or
(2) a leasehold, or (3) property subject to lease, there shall also be attached
a statement setting forth the name and address and the precise nature of
the holding of each person interested in the property, and every lessor shall
attach to his return an affidavit stating, as of the date of filing the return,
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whether the lease involved is still in effect during the year covered by the
return, and, if not still in effect, when it was terminated and for what
reason and whether the lessor has repossessed the property.
Art. 219. Discovery of mines.—(a) To entitle a taxpayer to a valua
tion of his property for the purpose of depletion allowances, by reason of the
discovery of a mine on or after March 1, 1913, the discovery must be made
by the taxpayer after that date, and must result in the fair market value of
the property becoming disproportionate to the cost. The fair market value
of the property will be deemed to have become disproportionate to the cost
when the newly-discovered mine contains mineral in such quantity and of
such quality as to afford a reasonable expectation of return to the taxpayer
of an amount materially in excess of the capital expended in making such
discovery, plus the cost of future development, equipment and exploration.
(b) For the purpose of these sections of the act a mine may be said
to be discovered when (1) there is found a natural deposit of mineral, or
(2) there is disclosed by drilling or exploration, conducted above or below
ground, a mineral deposit not previously known to exist, and so improbable
that it had not been, and could not have been, included in any previous
valuation for the purpose of depletion, and which in either case exists in
quantity and grade sufficient to justify commercial exploitation. The dis
covery must add a new mine to those- previously known to exist and cannot
be made within a proven tract or lease as defined in paragraph (f) infra.
(c) In determining whether a discovery entitling the taxpayer to a
valuation has been made the commissioner will take into account the peculiar
conditions of each case; but no discovery, for the purposes of valuation,
can be allowed, as to ores or minerals, such as extensions of known ore
bodies, that have been or should have been included in “probable” or
“prospective” ore or mineral, or in any other way comprehended in a prior
valuation, nor as of a date subsequent to that when, in fact, discovery was
evident, when delay by the taxpayer in making claim therefor has resulted
or will result in excessive allowances for depletion.
(d) The value of the property claimed as a result of a discovery must
be the fair market value, as defined in article 206, based on what is evident
within 30 days after the commercially valuable character and extent of the
discovered deposits of ore or mineral have with reasonable certainty been
established, determined or proved.
(e) After a bona fide discovery the taxpayer shall adjust his capital
and depletion accounts in accordance with articles 206, 208 and 210, and
shall submit such evidence as to establish his right to a revaluation, cover
ing the conditions and circumstances of the discovery and the size, character
and location of the discovered deposit of mineral, the value of the property
at the prior basic date, the cost of discovery, and its development, equipment
and exploitation, its value, and the particular method used in the de
termination.
(/) In the case of a mine, a “proven tract or lease” includes, but is
not necessarily limited to, the mineral deposits known to exist in any known
mine at the date as of which such mine was valued for purposes of de
pletion, and all extensions thereof, including “probable” and “prospective”
ores considered as a factor in the determination of their value or cost.
Art. 222. Allowable capital additions in case of mines.—(a) All ex
penditures for development, rent and royalty in excess of receipts from
minerals sold shall be charged to capital account recoverable through
depletion, while the mine is in the development stage. Thereafter any
development which adds value to the mineral deposit beyond the current
year shall be carried as a deferred charge and apportioned and deducted
as operating expense in the years to which it is applicable.
(b) All expenditures for plant and equipment shall be charged to
capital account recoverable through depreciation, while the mine is in the
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development stage. Thereafter the cost of major items of plant and equip
ment shall be capitalized, but the cost of minor items of equipment and plant
necessary to maintain the normal output and the cost of replacement may
be charged to current expense of operation.
Art. 224. Depreciation in the case of mines.—(a) The act provides that
deductions for depreciation of improvements “according to the peculiar con
ditions in each case” may be taken by a taxpayer owning or leasing mining
property. This is deemed to include exhaustion and wear and tear of the
property used in mining of deposits, comprising a reasonable allowance for
obsolescence. (See arts. 161-171.)
(b) It shall be optional with the taxpayer, subject to the approval of
the commissioner (1) whether the value of the mining property plus allow
able capital additions but minus estimated salvage value shall be recovered
at a rate established by current exhaustion of mineral, or (2) whether the
value of the mineral deposit on the basic date plus allowable capital addi
tions shall be recovered through depletion and the cost of plant and equip
ment less the estimated salvage value shall be recovered by reasonable
charges for depreciation (see art. 161) at the rate determined by its physical
life or its economic life or, according to the peculiar conditions of the case,
by a method satisfactory to the commissioner.
(c) The estimated physical life of a plant or unit thereof (including
buildings, machinery, apparatus, roads, railroads and other equipment and
improvements whose principal use is in connection with the mining or treat
ment or other necessary handling of mineral products) may be defined as the
estimated time such plant, or unit, when given proper care and repair, can
be continued in use despite physical deterioration, decay, wear and tear.
(d) The estimated economic life of a plant or unit thereof is the
estimated time during which the plant or unit may be utilized effectively and
economically for its intended purposes, and may be limited by the life of
the property or of that portion of the mineral deposits which it serves,
but can never exceed the physical life.
(e) Any difference between the salvage value of plant and equipment
and the sum remaining to be recovered through depreciation at the termina
tion of mining operations shall be returned as profit or loss in the year in
which it is realized.
(/) Nothing in these regulations shall be interpreted as meaning that
the value of a mining plant and equipment may be reduced by depreciation
deductions to a sum below the value of the salvage when the property shall
have become obsolete or shall have been abandoned for the purpose of
mining. In estimating the salvage value of the equipment at the end of its
estimated economic life due consideration may be given to its specialized
character and the cost of dismounting and dismantling and transporting it
to market.
(g) Nothing in these regulations shall be interpreted to permit expendi
tures charged to expense in any taxable year or any part of the value of
land for purposes other than mining to be recovered through depletion or
depreciation.
(T. D. 3108, December 30, 1920)
Income tax
Inventories—Article 1582, regulations No. 45, amended
Article 1582, regulations No. 45, is hereby amended to read as follows:
Art. 1582. Valuation of inventories.—Inventories must be valued at
(a) cost or (b) cost or market, as defined in article 1584 as amended,
whichever is lower. (See art. 1585 for inventories by dealers in securities.)
Whichever basis is adopted must be applied consistently to the entire in
ventory. A taxpayer may, regardless of his past practice, adopt the basis
of “cost or market, whichever is lower,” for his 1920 inventory, provided

141

The Journal of Accountancy
a disclosure of the fact and that it represents a change is made in the
return. Thereafter changes can be made only after permission is secured
from the commissioner. Inventories should be recorded in a legible manner,
properly computed and summarized, and should be preserved as a part of
the accounting records of the taxpayer. Goods taken in the inventory which
have been so intermingled that they cannot be identified with specific in
voices will be deemed to be the goods most recently purchased.
(T. D. 3109, December 30, 1920)

Income tax
Inventories—Article 1584, regulations No. 45, as amended by T. D. 3047,
amended

Article 1584, regulations No. 45, as amended by T. D. 3047, is hereby
Amended to read as follows:
Art. 1584. Inventories at market.—Under ordinary circumstances,
“market” means the current bid price prevailing at the date of the inventory
for the particular merchandise in the volume in which ordinarily purchased
by the taxpayer. This method of valuation is applicable in the cases (a)
of goods purchased and on hand, (b) of basic elements of cost (materials,
labor and burden) in goods in process of manufacture, and (c) of finished
goods on hand; exclusive, however, of goods on hand or in process of manu
facture for delivery upon firm sales, contracts at fixed prices entered into
before the date of the inventory, which goods must be inventoried at cost.
Where no open market quotations are available, the taxpayer must use such
evidence of a fair market price at the date or dates nearest the inventory as
may be available, such as specific transactions in reasonable volume entered
into in good faith, or compensation paid for cancellation of contracts for pur
chase commitments. Where, owing to abnormal conditions, the taxpayer has
regularly sold such merchandise at prices lower than the current bid price as
above defined, the inventory may be valued at such prices, and the correct
ness of such prices will be determined by reference to the actual sales of
the taxpayer for a reasonable period before and after the date of the in
ventory. Prices which vary materially from the actual prices so ascertained
will not be accepted as reflecting the market, and the penalties prescribed
for filing false and fraudulent returns may be asserted. Goods in process
of manufacture may be valued for purposes of the inventory on the lowest
of the following bases: (1) The replacement or reproduction cost prevail
ing at the date of the inventory; or (2) the proper proportionate part of
the actual finished cost; or under abnormal conditions (3) the proper pro
portionate part of the sales price of the finished product, account being
taken in all cases of the proportionate part of the total cost of basic elements
(materials, labor and burden) represented in such goods in process of manu
facture at the stages at which they are found on the date of the inventory.
The inventories of taxpayers on whatever basis taken will be subject to
investigation by the commissioner, and the taxpayer must satisfy the com
missioner of the correctness of the prices adopted. He must be prepared
to show both the cost and the market price of each article included in the in
ventory. It is recognized that in the latter part of 1918, by reason among
other things of governmental control not having been relinquished, condi
tions were abnormal, and in many commodities there was no such scale of
trading as to establish a free market. In such a case, when a market was
established during the succeeding year, a claim may be filed for any loss
sustained in accordance with the provisions of section 214 (a) 12 or section
234 (a) 14 of the statute. (See arts. 261-268.)
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(T. D. 3110, December 31, 1920)
Income tax—Revenue act of 1918
Article 403 of regulations No. 45 modified
In order to clear away the misunderstanding which exists with respect
to the proper treatment under section 223 of the revenue act of 1918 of the
earnings of minors, but not for the purpose of stating a different rule from
that originally intended, article 403 of regulations No. 45 is modified to
read as follows:
Art. 403. Return of income of minor.—An individual under 21 years
of age or under the statutory age of majority where he lives, whatever it
may be, is required to render a return of income if he has a net income of
his own of $1,000 or over for the taxable year. If he is married, see article
401. [If a minor has been emancipated by his parent his earnings are his
own income, and such earnings, regardless of amount, are not required to
be included in the return of the parent.] If the aggregate of the net income
of a minor from any property which he possesses, and from any funds held
in trust for him by a trustee or guardian, and from his earnings [in case
he has been emancipated], is at least $1,000, a return as in the case of any
other individual must be made by him or by his guardian or some other
person charged with the care of his person or property for him. (See art.
422.) [If, however, a minor has not been emancipated by his parent], who
appropriates or may appropriate his earnings, such earnings, regardless of
amount, are income of the parent and not of the minor for the purpose of
the normal tax and surtax. In the absence of proof to the contrary, a
parent will be assumed not to have emancipated his minor child, and must
include in his return any earnings of the minor.

(T. D. 3111)
Income tax—Opinion of the attorney general
Income from sources within the United States defined
1. There is no income from sources within the United States from goods
manufactured there unless there is, in the language of section 233 (b),
both “manufacture and disposition of goods within the United States.”
The act taxes only income that accrues within the United States.
2. The mere buying of goods within the United States, with capital
furnished from abroad, to be sold abroad, is not a trade or business exer
cised in the United States so as to subject the purchaser of the goods to
income tax. A merchant exercises his trade where he has his principal place
of business, viz.: where his profits come home to him.
3. If income be taxed the recipient thereof must have a domicile within
the jurisdiction imposing the tax, or the property or business out of which
the income issues must be situate within such jurisdiction, so that the income
may be said to have a situs therein.
4. Where a corporation purchases goods abroad and sells them within
the United States, the profits accruing from such transactions are profits
derived from business carried on within the United States and the gross
income from such business is income from sources within the United States.
5. In the case of a partnership organized abroad, one of whose mem
bers is a resident citizen of the United States, and whose business consists
in selling abroad goods consigned to it from various parts of the world,
including the United States, upon commission, title to the goods never vesting
in the firm but passing directly from the consignors to the purchasers, the
business of the United States member consisting of soliciting consignments
of goods, disbursing proceeds of sales made abroad in payment of consignors
in the United States, attending to the shipment of goods, and making ad
vances to consignors on security of bills of lading and express receipts,
the funds for the use of the branch office in the United States being ob
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tained by selling drafts on a foreign city, only the income of the partner
resident within the United States is income from sources within the United
States and subject to income tax.
6. A foreign corporation, having its home office abroad, which operates
a line of steamships between the United States and foreign ports, consigns
its steamships to an American firm, who handle them as agents and brokers,
seeing to the entry and clearance of each steamer, the discharge and loading
of cargo and supplies, collecting such part of the freight as is prepayable
in this country, deducting the amount of its disbursements and charges and
remitting the balance to the foreign corporation, derives income from sources
within the United States to the extent that it derives income from traffic
originating within the United States and is taxable upon such income.
(T. D. 3112, January 10, 1921)
Income tax
Concerning federal taxation as income of amounts withheld from the
salaries of government employees, and of annuities paid
to retired employees
The amounts deducted and withheld from the basic salary, pay or com
pensation paid to employees in the civil service of the United States, in
accordance with the provisions of the act approved May 22, 1920, should be
reported by such employees for income-tax purposes. The total com
pensation of the employees should be reported in gross income, and no
corresponding deduction can be taken for the amounts withheld, inasmuch
as such amounts are payments made toward the purchase of annuities pro
vided for in the act and are not allowable deductions for income-tax
purposes.
The annuities paid to retired employees are subject to tax to the extent
that the aggregate amount of the payments exceeds the amounts withheld
from the compensation of the employee.

Wallace A. Salmon announces the removal of his office to 412 Native
Sons building, Sacramento, California.
David Levin announces the opening of an office in North American
building, Philadelphia, Pennsylvania.
Arthur F. Thayer announces the removal of his office to 821 Smith
building, Detroit, Michigan.

Lewis Wintermute announces the removal of his office to 325 Guardian
building, Cleveland, Ohio.
Arthur P. Monk & Co. announce the removal of their offices to 16 Ex
change place, New York.

Marwick, Mitchell & Co. announce that Thomas Ritchie has retired from
partnership in the firm. •
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